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In 1984, P was part of a controlled group of
corporations. On its 1984 Federal inconme tax return, P
reported an $11.6 mllion loss resulting fromP s sale
of a loan portfolio to its United Kingdom parent
corporation, SC-UK. United States and United Ki ngdom
conpetent authorities subsequently determ ned that the
actual loss was $87.9 million. Pursuant to a
settlenment agreenent for the 1984 taxable year, R
allowed P to deduct $2.3 nmillion of the loss on its
1984 return. The remaining |oss was deferred pursuant
to sec. 267(f), 1.R C. R determned that under sec.
1.267(f)-1T(c)(6), Tenporary Incone Tax Regs., 49 Fed.
Reg. 46998 (Nov. 30, 1984), P was not entitled to
deduct the deferred loss in 1988 when it left the
controlled group before the |oan portfolio had been
di sposed of outside the controlled group. Instead, R
determ ned that under sec. 1.267(f)-1T(c)(7), Tenporary
| ncome Tax Regs., supra, SC-UK s basis in the |oan



portfolio was increased by the amount of the deferred
| oss. The United Kingdom has declined to allow SC- UK a
st epped-up basis in the | oan portfolio.

In 1995, R replaced the tenporary regul ati ons under

sec. 267(f), I.RC, wth final regulations, effective
prospectively. The final regulations operate to restore a
deferred | oss under sec. 267(f), I.R C., to the seller when

it leaves the controlled group, even if the | oss property
has not been di sposed of outside the controlled group. R
denied P s request for elective retroactive application of
the final regul ations.

Hel d: Sec. 1.267(f)-1T(c)(6), Tenporary | ncone
Tax Regs., supra, is valid. P is not entitled to
deduct the $85.6 million | oss deferred under sec.
267(f), I.R C

Hel d: Sec. 1.267(f)-1T(c)(6), Tenporary | ncone
Tax Regs., supra, does not violate Article 24,
paragraph (5) of the United States-United Ki ngdom
| ncone Tax Treaty, Dec. 31, 1975, 31 U S. T. 5668.

Held: R s refusal to allow P to elect retroactive
application of the 1995 final regulations under sec.
267, 1.R C., is permssible under sec. 7805(b), I.RC

Frederick R Chilton, Jr. and Paolo M Dau, for petitioner

Cynthia K. Hustad, for respondent.

THORNTON, Judge: Respondent determi ned a deficiency in

petitioner's corporate Federal inconme tax for the taxable year

endi ng Oct ober 31, 1988, in the anmount of $1,676,690. The only

i ssue before the Court is whether respondent erred in refusing to

all ow petitioner a deduction in the amount of $85, 612, 820

(representing | osses previously deferred pursuant to section

267(f) and arising frompetitioner’s 1984 sale of certain | oans

to a menber of the sanme controlled group) when petitioner |eft
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its controlled group in 1988.! This question turns on the
validity of section 1.267(f)-1T(c)(6), Tenporary |Incone Tax
Regs., 49 Fed. Reg. 46998 (Nov. 30, 1984), and the application of
section 7805(Db).

The parties submtted this case fully stipulated in
accordance wth Rule 122. The stipulation of facts is
i ncorporated herein by this reference.

FI NDI NGS OF FACT

Petitioner is a California corporation, with its principal
office in San Francisco, California. As described in nore detai
bel ow, in 1984 petitioner belonged to a controlled group of
corporations that included its indirect United Ki ngdom parent
corporation.? 1In 1984, petitioner sold a loan portfolio to its
i ndirect United Kingdom parent corporation, realizing a | oss of
$87.9 million. Respondent determ ned that petitioner was
permtted to deduct $2.3 mllion of the | osses in taxable year
1984, but pursuant to section 267(f) was required to defer
additional |osses associated with the sale. [In 1988, petitioner

left the controlled group, which still held the | oan portfolio.

1 Al section references are to the Internal Revenue Code
in effect for the taxable year in issue, and all Rule references
are to the Tax Court Rules of Practice and Procedure.

2 Unl ess otherw se specified, references to petitioner
include references to petitioner’s predecessor in interest, Union
Bank.



Respondent deni ed petitioner’s claimfor a deduction in taxable
year 1988 for the remai ni ng anount of the | oss associated with
the sale of the loan portfolio (i.e., $85.6 mllion).

O gani zational Structure and History

On Cctober 31, 1988, and at all prior tines relevant hereto,
St andard Chartered Hol dings, Inc. (Standard Chartered) was the
sol e sharehol der of Uni on Bancorp, which in turn was the sole
shar ehol der of Union Bank, a U S. corporation. Standard
Chartered Overseas Holdings, Ltd. (SCOH), a United Ki ngdom
corporation, owned all of the stock in Standard Chartered.
Standard Chartered Bank (Standard Chartered-U. K. ), a United
Ki ngdom cor poration, owned all of the stock in SCOH  Therefore,
Standard Chartered-U K was the indirect parent of Union Bank.

On Cctober 31, 1988, SCCH sold all its stock in Standard
Chartered to California First Bank, an unrelated party. On
Novenber 1, 1988, Standard Chartered and its subsidiaries, Union
Bancorp and Uni on Bank, were liquidated into California First
Bank. California First Bank then changed its nane to Uni on Bank.

On April 1, 1996, BanCal Tri-State Corp., a Del awnare
corporation and parent of The Bank of California, nerged into
Uni on Bank, w th Union Bank surviving. Union Bank transferred
all the assets of its banking business to The Bank of California,
and Uni on Bank then changed its nane to petitioner's present

name, Uni onBanCal Cor p.



The 1984 Sale of the Loan Portfolio

On Decenber 31, 1984, Union Bank sold to Standard Chartered-
U K loans that it had made to various foreign countries (the
| oan portfolio). The sales price was $422,985,520. The face
val ue of the loan portfolio was $434, 557, 415.

On Cctober 31, 1988, when SCOH sold all its stock in
Standard Chartered to California First Bank, the |oan portfolio
had not been di sposed of outside of the controlled group.
Standard Chartered-U K transferred the | oan portfolio outside of
the controlled group in 1989.

Tax Treatnent of the Loan Portfolio Sale for Taxable Year 1984

On its 1984 corporate Federal incone tax return, petitioner
clainmed a loss of $11,571,895 in connection with the sale of the
| oan portfolio, corresponding to the difference between
petitioner’s basis in the | oan portfolio ($434,557,415) and the
sal es price ($422,985,520). 1In 1995, in the course of
respondent’s Appeals Ofice review of the audit determ nations
for the 1984 taxable year, petitioner filed an anended Feder al
incone tax return for its 1984 taxable year, claimng a revised
| oss of $84,079, 067 on the sale of the |loan portfolio to Standard
Chartered-U K. Respondent denied this affirmative adj ustnent.

Petitioner and respondent reached a partial appeals
settlenment for taxable year 1984, under which respondent all owed

petitioner a |loss deduction in 1984 in the anount of $2,314, 379,



- 6 -

whi ch represented 20 percent of the |l oss clainmed on petitioner’s
original 1984 return. Remaining | osses associated with the sale
of the loan portfolio were deferred pursuant to section 267(f).3

Tax Treatnent of the Loan Portfolio Deferred Loss for Taxabl e
Year 1988

On its Federal incone tax return for taxable year 1988,
petitioner originally clainmd no deduction for any | oss resulting
fromthe sale of the |oan portfolio in 1984. Instead, as
previously discussed, petitioner initially sought to deduct such
| osses with respect to its 1984 taxable year. The settlenent of
its 1984 taxable year having resulted in an all owance for that
year of only $2,314,379 of the |osses, petitioner sought an
affirmative adjustnment for its 1988 taxable year, claimng that
| osses deferred fromthe 1984 | oan portfolio sale should be
restored to petitioner on Cctober 31, 1988, when it |left the
Standard Chartered controlled group. Respondent disallowed
petitioner’s claim

The Conpetent Authority Process

For United Kingdomincone tax purposes, Standard Chartered-

U K clained |losses with respect to the |loan portfolio predicated

3 The appeals settlenent left unresolved the value of the
| oan portfolio at the tinme of its sale to Standard Chartered-U. K
Accordingly, the amount of any |oss deferred under sec. 267 was
not determ ned as part of the settlenent agreenent.



on the loan portfolio’s having a United Kingdomtax basis of
$422,985,520. In examning Standard Chartered-U K 's tax returns
for 1984 and certain subsequent years, the United Kingdom Inland
Revenue determ ned that Standard Chartered-U K 's tax basis in
the I oan portfolio was overstated and consequently that its
al l owabl e | osses therefrom should be reduced for United Ki ngdom
i ncone tax purposes.

In 1996, petitioner requested conpetent authority assistance
to resolve the value of the | oan portfolio on Decenber 31, 1984,
the anount of the loss realized on that date upon the sale of the
| oan portfolio, and the proper treatnent of the | oss realized.
The United States Conpetent Authority and the United Ki ngdom
Conpetent Authority agreed that the value of the | oan portfolio
on Decenber 31, 1984, was $346, 630,214 and that petitioner’s |oss
on the sale was $87,927,200. The conpetent authorities were
unabl e, however, to resolve the tax treatnment of this loss. The
United States would not withdraw its adjustnment disallow ng the
loss to petitioner. |In addition, the United Kingdom would not
all ow Standard Chartered-U. K to increase its basis in the |oan
portfolio to reflect the |oss disallowed petitioner for U S
i ncone tax purposes.

Petitioner has not returned to Standard Chartered-U K. the

excess of the anmount received fromit for the | oan portfolio over
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the value of the loan portfolio as determ ned under the conpetent
authority process.*
OPI NI ON
Section 267(a)(1) generally disallows |osses fromthe sale

or exchange of property between related parties, as defined in
section 267(b). If a loss is disallowed under section 267(a)(1),
subsection (d) generally provides a correspondi ng reduction in

t he amount of any gain the rel ated purchaser nust recognize on a

subsequent resal e of the property.?®

“ Inits letter to petitioner, the United States Conpetent
Aut hority stated:

The determ nation nmade by the conpetent authorities
results in inproperly |lodged funds in the U S. to the extent
of the reduction in the transfer price (i.e., $76, 355, 304).
Since * * * [petitioner] and * * * [Standard Chartered-U. K. ]
elect not to repatriate the funds, the $76, 355, 304 anount
will be treated as a contribution to the capital of * * *
[petitioner] by * * * [Standard Chartered-U. K. ] during the
1984 taxabl e year.

5 Sec. 267(a) and (d) provides in pertinent part:
(a) I'n General.--

(1) Deduction for |osses disallowed.--No deduction
shall be allowed in respect of any loss fromthe sale
or exchange of property * * * directly or indirectly,

bet ween persons specified in any of the paragraphs of
subsection (b).

* * * * * * *
(d) Amount of Gain Were Loss Previously Disallowed.--1f-—-

(1) in the case of a sale or exchange of property to
(continued. . .)



Section 267(f) prescribes special rules for |osses incurred
on the sale or exchange of property between rel ated taxpayers
that are menbers of the same controlled group.® Section 267(f)(2)
provi des:

(2) Deferral (rather than denial) of loss fromsale or
exchange between nenbers.--1n the case of any loss fromthe
sal e or exchange of property which is between nenbers of the
sanme controlled group and to which subsection (a)(1) applies
(determ ned without regard to this paragraph but with regard
to paragraph (3))--

(A) subsections (a)(1) and (d) shall not
apply to such | oss, but

(B) such loss shall be deferred until the property
is transferred outside such controlled group and there
woul d be recognition of |oss under consolidated return
principles or until such other tine as may be
prescribed in regul ations.

5(...continued)

t he taxpayer a | oss sustained by the transferor is not
allowable to the transferor as a deduction by reason of
subsection (a)(1) * * *; and

(2) * * * the taxpayer sells or otherw se di sposes of
such property * * * at a gain,

t hen such gain shall be recognized only to the extent that
it exceeds so nmuch of such loss as is properly allocable to
the property sold or otherw se disposed of by the taxpayer.

* %

6 For this purpose, a controlled group is determ ned under
the rules provided in sec. 1563(a), except that stock ownership
of nore than 50 percent is substituted for the requirenent in
sec. 1563 for stock ownership of at |east 80 percent. See sec.
267(f)(1). It is undisputed that Standard Chartered-U K and
Uni on Bank were part of the same controlled group at the tinme of
the sale of the loan portfolio and i mediately thereafter. Cf
Turner Broad. Sys., Inc. & Subs. v. Comm ssioner, 111 T.C 315,
329- 338 (1998).




I n Novenber 1984, respondent pronul gated 1.267(f)-1T,
Tenporary I ncone Tax Regs., 49 Fed. Reg. 46992 (Nov. 30, 1984)
(the Tenporary Regulation). The Tenporary Regul ati on provides
generally that consolidated return principles apply under section
267(f)(2) to the deferral and restoration of |oss on the sale or
exchange of property between nenber corporations of a controlled
group. See sec. 1.267(f)-1T(c)(1), Tenporary Incone Tax Regs.,
49 Fed. Reg. 46998 (Nov. 30, 1984). As in effect for the years
in issue, the consolidated return rules for deferred interconpany
transactions generally defer a loss on a sale to another
controlled group nenber and allow for the deferred interconpany
| oss to be taken into account by the selling nenber upon the
earliest of various specified dates. See sec. 1.1502-
13(c) (1) (i), (f)(1), Income Tax Regs.’” One such specified date is
the date immedi ately preceding the tinme when either the selling
menber or the nmenber which owns the property ceases to be a
menber of the controlled group. See sec. 1.1502-13(f)(1)(iii),

| nconre Tax Regs.; see also Turner Broad. Sys., Inc. & Subs. v.

Comm ssioner, 111 T.C 315, 334-337 (1998).

" Sec. 1.1502-13, Incone Tax Regs., as in effect in the
t axabl e year at issue was repronulgated in 1995 in T.D. 8597,
1995-2 C. B. 147, which al so included the 1995 final regul ations
under sec. 267(f).
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The Tenporary Regul ation contains a nunber of exceptions to

this general rule. One exception (the Loss Restoration

Exception) states as foll ows:

(6) Exception to restoration rule for selling nenber

that ceases to be a nenber. |If a selling nenber of property
for which | oss has been deferred ceases to be a nenber when
the property is still owned by another nenber, then, for

pur poses of this section, sec. 1.1502-13(f)(1)(iii) shal
not apply to restore that deferred | oss and that |oss shal
never be restored to the selling nmenmber. [Sec. 1.267(f)-
1(T)(c)(6), Tenporary Inconme Tax Regs., 49 Fed. Reg. 46998
(Nov. 30, 1984).]

I f the Loss Restoration Exception applies, then the

Tenporary Regul ati on provides a basis adjustnent (the Basis Shift

Exception) to the purchasing nenber as foll ows:

(7) Basis adjustnent and hol ding period. If paragraph
(c)(6) of this section precludes a restoration for property,
then the follow ng rules apply:

(1) On the date the selling nmenber ceases to be a
menber, the owning nenber's basis in the property shal
be increased by the anmount of the selling nmenber's
unrestored deferred loss at the tine it ceased to be a
menber * * *,  [Sec. 1.267(f)-1(T)(c)(7), Tenporary
| ncone Tax Regs., 49 Fed. Reg. 46998 (Nov. 30, 1984).]

The Tenporary Regul ation remained in force until superseded

by the final regulation, section 1.267(f)-1, |Incone Tax Regs.

(the Final Regulation). The Final Regulation is prospective only

and applies with respect to transactions occurring in years

begi nning on or after July 12, 1995. See T.D. 8597, 1995-2 C. B

147,

160-161. Under the Final Regul ation, consolidated return

principles apply to restore the deferred loss to the seller when
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it leaves the controlled group, even if the |oss property has not
been di sposed of outside the controlled group. See secs.
1.267(f)-1(a)(2), 1.1502-13(f)(1)(iiit), Inconme Tax Regs.

Petitioner challenges the validity of the Loss Restoration
Exception. Petitioner asserts that the Tenporary Regul ation
violates the plain nmeaning and intent of section 267(f) by
effectively denying it the deferred loss on its 1984 | oan
portfolio sale. |In addition, petitioner argues that the
Tenporary Regul ation violates the U S. incone tax treaty with the
United Kingdom See The Convention between the Governnent of the
United States of Anerica and the Governnment of the United Kingdom
of Great Britain and Northern Ireland for the Avoi dance of Doubl e
Taxation and the Prevention of Fiscal Evasion with respect to
Taxes on Inconme and Capital Gains, Dec. 31, 1975, U S -U K, 31
US T. 5668 (hereinafter U S.-U K treaty). Finally, petitioner
argues that respondent's refusal to allowit to elect retroactive
application of the Final Regulation is not authorized by section
7805(b) .

. Validity of the Tenporary Requl ati on

A. St andard of Revi ew

A legislative regulation “is entitled to greater deference
than an interpretive regulation, which is pronul gated under the
general rul emaki ng power vested in the Secretary by section

7805(a).” Romann v. Comm ssioner, 111 T.C. 273, 281 (1998); see
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Ann Jackson Fam ly Found. v. Comm ssioner, 15 F. 3d 917, 920 (9th

Cr. 1994), affg. 97 T.C. 534 (1991); G eenberg Bros. Partnership

#4 v. Conmm ssioner, 111 T.C 198, 205 (1998); Peterson Marital

Trust v. Conm ssioner, 102 T.C 790, 797 (1994), affd. 78 F.3d

795 (2d Gr. 1996). As stated in Chevron U .S A, Inc. v. Natural

Resources Defense Council, Inc., 467 U S. 837, 843-844 (1984):

| f Congress has explicitly left a gap for the agency to
fill, there is an express del egation of authority to the
agency to elucidate a specific provision of the statute by
regul ation. Such |egislative regulations are given
controlling weight unless they are arbitrary, capricious, or
mani festly contrary to the statute.

See al so Nationsbank v. Variable Annuity Life Ins. Co., 513 U S

251, 256-257 (1995).
The Tenporary Regulation is a |egislative regul ation because
it was pronul gated under the specific del egation of authority

contained in section 267(f)(2)(B). See Coca-Cola Co., &

| ncl udi bl e Subs. v. Comm ssioner, 106 T.C. 1, 19 (1996) (“A

| egi sl ative regulation is made pursuant to a specific grant of
authority, often w thout precise congressional guidance, to
define a statutory termor prescribe a nethod of executing a

statutory provision.”); see also Romann v. Conmm ssioner, 111 T.C

273, 281-282 (1998); Schwal bach v. Comm ssioner, 111 T.C. 215,

222-223 (1998). Contrary to petitioner’s assertion, the nere
fact that the Tenporary Regul ati on may enbody interpretations of

the operative statutory |anguage does not alter its
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characterization as a legislative regulation. Cf. Batterton v.

Francis, 432 U. S. 416, 425 (1977); Levesque v. Block, 723 F.2d

175, 183 (1st G r. 1983).
As a general proposition, tenporary regulations are entitled
to the same deference we accord final regulations. See Schaefer

v. Comm ssioner, 105 T.C 227, 229 (1995); Peterson Marital Trust

v. Conm ssioner, supra at 797; Truck & Equip. Corp. V.

Comm ssioner, 98 T.C. 141, 149 (1992). The Tenporary Regul ation

was pronul gated without notice and public comment procedures.?®
Petitioner argues that the Tenporary Regul ation therefore is not

entitled to Chevron deference, citing Bankers Life & Cas. Co. V.

8 The Treasury Decision in which the Tenporary Regul ation
was promnul gated expl ai ned the absence of notice and public
coment procedures as foll ows:

There is a need for imredi ate gui dance with respect to
the provisions contained in this Treasury decision. For
this reason, it is found inpracticable to issue this
Treasury decision wth notice and public procedure under
subsection (b) of section 553 of Title 5 of the United
States Code * * *, [T.D. 7991, 1985-1 C. B. 71, 81.]

Under the Adm nistrative Procedure Act, 5 U S. C sec.
553(b) (3)(B) (1984), notice and public comrent procedures are not
requi red “when the agency for good cause finds (and incorporates
the finding and a brief statenent of reasons therefor in the
rules issued) that notice and public procedure thereon are
i npracticabl e, unnecessary, or contrary to the public interest.”

Petitioner does not contend that the Tenporary Regulation is
invalid for failure to conply with notice and public comment
procedures or to neet the requirenents of the good cause
exception cited above. Accordingly, we do not reach these
i ssues.
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United States, 142 F.3d 973, 981 (7th Cr. 1998).° W need not

resol ve this question, however, for we conclude that the
Tenporary Regul ation is valid even under the traditional standard
of review for interpretive regulations as articulated in National

Muffl er Deal ers Association, Inc. v. United States, 440 U. S. 472,

476 (1979). Cf. Union Carbide Corp. v. Comm ssioner, 110 T.C

375, 388 (1998); SIimA r, USA, Ltd. v. Conm ssioner, 98 T.C 187,

194 (1992). Under that standard, we nust defer to respondent’s
regulations if they “inplenment the congressional mandate in sone

reasonabl e manner.” National Miffler Deal ers Association, Inc.

V. United States, supra at 476. The critical inquiry is “whether

the regul ati on harnoni zes with the plain | anguage of the statute,

® In Bankers Life & Cas. Co. v. United States, 142 F.3d
973, 981 (7th Cir. 1998), the Court of Appeals for the Seventh
Crcuit followed Chevron U S. A, Inc. v Natural Resources Defense
Council, Inc., 467 U S. 837 (1984), and accorded deference to
interpretive regul ations issued under sec. 7805(a) with notice
and comrent procedures. The court cited Atchison, Topeka & Santa
Fe Ry. v. Pena, 44 F.3d 437 (7th Cr. 1994), for the proposition
that “the notice and conmment procedure was the sine qua non for
Chevron deference.” The court in Bankers Life & Cas. Co. did not
address the appropriate standard of review for |egislative
regul ations issued wthout notice and conment procedures.

In Kikalos v. Conm ssioner, F.3d __ (7th Gr. 1999),
revg. in part T.C. Meno. 1998-92, the Court of Appeals for the
Seventh Circuit sua sponte raised the issue of the degree of
deference owed to tenporary interpretive regulations issued by
respondent under section 163 without notice and comment
procedures. Because both parties assuned that Chevron deference
applied in this circunstance, the court reserved judgnent on
whet her a | esser degree of deference was appropriate.
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its origin, its purpose.” 1d.; see also Ann Jackson Famly

Found. v. Commi ssioner, 15 F.3d at 920.

B. The Parties’ Positions

The parties have stipulated that petitioner realized a |oss
of $87,927,200 on the sale of the loan portfolio to Standard
Chartered. The parties also agree that section 267(f) provides
for deferral rather than denial of |osses arising from sales
bet ween corporations that are nenbers of the sane controlled
group. The crux of their disagreenent is whether the deferred
| oss nust be restored to petitioner, or whether the Tenporary
Regul ation perm ssibly denies the loss to petitioner, allow ng
instead a basis adjustnent to the purchasing nenber of the
control | ed group.

1. Does the Temporary Requl ation Violate the Mandate of the
Statute?

Petitioner argues that the Tenporary Regul ation inposes a
result expressly prohibited by the statute. Specifically,
petitioner notes that section 267(a)(1), if applicable, would
disallow the seller's loss, with a correspondi ng reducti on under
subsection (d) of any subsequent gain by the purchaser upon
resale of the |loss property outside the controlled group.

Section 267(f)(2)(A), however, states that subsections (a)(1l) and
(d) “shall not apply” to | oss sales between controlled group

menbers. Therefore, petitioner concludes, in the case of |oss
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sal es between controlled group nenbers, “If the seller’s |oss may
not be disallowed to the seller, then of necessity it nust
eventually be allowed to the seller, i.e., restored to it.”
Petitioner argues that, as applied to petitioner, the Tenporary
Regul ation inperm ssibly inposes the | oss disallowance rul e of
section 267(a)(1) and reinstates the gain-reduction rule of
section 267(d).

We disagree. By rendering inapplicable the general rules
contained in subsections (a)(1) and (d), section 267(f)(2)(A)
sinply nmakes operable the special rules of subsection (f). Those
special rules indicate that when the selling nenber |eaves the
controll ed group before the | oss property is disposed of outside
the group, the loss is deferred until such tinme as may be
prescribed in regul ations.

The Tenporary Regul ati on does not replicate the |oss
di sal | ownance and gai n adj ust nent mechani sns of subsections (a)(1)
and (d). Generally speaking, under subsection (a)(1l) the loss is
deni ed absolutely, not only to the seller but to any party. The
gai n-reducti on adjustnent under subsection (d) mtigates the
subsection (a)(1) |oss disallowance only where the transferee
subsequently resells the | oss property at a gain. By contrast,
the Tenporary Regul ation generally preserves the deferred loss in

the controlled group for U S. incone tax purposes by neans of a
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basi s adjustnent that applies wthout regard to whether the |oss
property is subsequently resold at a gain or |oss.
2. Does the Tenporary Requlation Perm ssibly Accrue the

Benefit of the Deferred Loss to the Purchasi ng Menber
Rat her Than to the Selling Menber?

Petitioner argues that recognition of the deferred | oss by
the purchasing party is inconsistent wwth a general principle
that all owabl e | osses should be confined to the taxpayer

sustaining them citing various cases, including New Colonial Ice

Co. v. Helvering, 292 U.S. 435, 440-441 (1934). Section 267,

however, constitutes a statutory exception to any such general
principle. Losses otherw se allowabl e under section 165 are

di sal | oned under section 267 to prevent abuses resulting fromthe
generation of |oss deductions by persons with commbn econoni c

interests. See Davis v. Conm ssioner, 88 T.C 122 (1987), affd.

866 F.2d 852 (6th G r. 1989); Hassen v. Comm ssioner, 63 T.C 175

(1974), affd. 599 F.2d 305 (9th Cir. 1979).

In MWIlians v. Conmm ssioner, 331 U S. 694 (1947), the

Suprenme Court thoroughly considered and expl ai ned the purposes of
section 24(b) of the Internal Revenue Code of 1939, which was the
predecessor to section 267:

Section 24(b) states an absolute prohibition--not a
presunption--agai nst the all owance of | osses on any sales
bet ween the nenbers of certain designated groups. The one
common characteristic of these groups is that their nenbers,
al t hough distinct legal entities, generally have a near-
identity of economc interests. It is a fair inference that
even legally genuine intra-group transfers were not thought
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to result, usually, in economcally genuine realizations of
| oss, and accordingly that Congress did not deemthemto be
appropriate occasions for the allowance of deducti ons.

* * %

We concl ude that the purpose of section 24(b) was to put
an end to the right of taxpayers to choose, by intra-famly
transfers and other designated devices, their own tinme for
realizing tax | osses on investnents which, for nost
practical purposes, are continued uninterrupted. [ld. at
699-700; fn. ref. omtted.]

In sum under section 267(a)(1l), to the extent that a
property sale between rel ated taxpayers gives rise to an
ot herw se deductible loss to the seller, it is aloss that is
neit her recogni zed nor allowed. For purposes of this rule, it is
irrel evant whether the sale was bona fide. “Congress obviously
did not want the courts to face the difficult task of | ooking
behind the sales. Instead, Congress made its prohibition

absolute in reach, believing that this would be fair to the great

majority of taxpayers.” Mller v. Conm ssioner, 75 T.C. 182, 189
(1980) .

In Turner Broad. Sys., Inc. & Subs. v. Conm ssioner, 111

T.C 315, 332-333 (1998), we concluded that the special rules of
section 267(f) reflect an extension of the related party
provi sions of section 267(a)(1):

The | egislative history regardi ng section 267(f)
indicates that it was intended to “extend” the related party
provi sions of section 267 even though subsection (f)(2)(A
makes subsections (a)(1) and (d) inapplicable.

Neverthel ess, there is a general thene that runs through the
gain recognition limtation in section 267(d) and the | oss
deferral provisions of subsection (f) in that they both
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prevent an imredi ate | oss deduction to the seller and accrue
the loss either in terms of a limted gain recognition to

t he purchaser pursuant to section 267(d) or as a deferral of
the tax benefit of the | oss pursuant to section 267(f). W
t hi nk what Congress intended to ‘extend’ was the class of
transaction in which there would be a delay, of sone kind,
in the recognition of a loss until there was an economically
genuine realization of the loss. [Fn. ref. omtted,;
enphasi s added. ]

Consistent with this rationale, the Tenporary Regul ation
reasonably interprets section 267(f) as requiring deferral until
the | oss property is disposed of outside the controlled group, at
which time there is an econom cally genuine realization of the
| oss.

Not hing in the statutory |anguage expressly mandates that
the benefit of the deferred | oss accrue to the seller.

Petitioner cites various cases, including Hassen v. Conm ssi oner,

supra, and Grady Witlock Leasing Corp. v. Conm ssioner, T.C

Meno. 1997-405, for the proposition that the loss that is

di sal | owed under section 267(a)(1l) is the seller’s |oss.
Therefore, petitioner concludes, the loss that is deferred under
section 267(f) nust be the seller’s loss, rather than the
controlled group’s | oss, and nust be restored to the seller. The
cited cases, however, add nothing to the analysis other than to
show that section 267(a)(1l) does not permt recognition of the

| oss putatively sustained by the seller. The statute does not
otherwi se identify the disallowed |oss with the seller. To the

contrary, the gain-reduction adjustnment under subsection (d)
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explicitly identifies the loss with the property transferred and
not with the seller. Specifically, subsection (d) provides that
where the “l oss sustained by the transferor” is disallowed under
subsection (a)(1), the “loss * * * properly allocable to the
property sold or otherw se di sposed of" reduces any gain

recogni zed by the transferee. Simlarly, the Tenporary

Regul ation effectively identifies the deferred loss with the | oss
property by nmeans of a basis adjustnent.

Petitioner argues that the use of the verb “defer” in
section 267(f) necessarily denotes postponenent and restoration
of the seller’s loss to the seller. Under the literal |anguage
of the statute, however, what is deferred under section
267(f)(2)(B) is not the seller's recognition of the seller's
| oss, but rather the "loss" itself. Under the Tenporary
Regul ation, this loss is not recognized by the seller or any
other party while the controlled group continues to hold the |oss
property. Rather, the loss is recognized only when the | oss
property | eaves the controlled group. This result is within the
statutory del egation of authority to the Treasury Departnent.

3. The Tenporary Requlation |Is Consistent Wth the
Perti nent Leqislative H story.

This result also harnoni zes wth the purpose of the statute
to prevent premature recognition of |osses anong rel ated

t axpayers. Before the enactnent of subsection (f) in 1984,
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section 267 had long included certain controlled corporations

within the definition of related parties under section 267(b)

that were subject to the general |oss disallowance and gain

adj ust nent provisions of subsections (a)(1l) and (d).!° When

Congress created the special rules of section 267(f), it also

enl arged the class of controlled corporations defined as rel ated

parties, to curb further the sorts of abuses that section 267 was

meant to address:

Congress believed that certain related parties, such as

* * * controlled corporations should be made subject to the
related party rules in order to prevent tax avoi dance on
transacti ons between those parties. [Staff of Joint Conm on
Taxation, CGeneral Explanation of the Revenue Provisions of
the Deficit Reduction Act of 1984, at 542 (J. Comm Print
1985) . ]

The House bill would have sinply applied the general | oss

di sal l owance rul es of section 267(a)(1l) to the expanded cl ass of

controlled corporations.' The Senate bill followed the House

10 Prior to anendnent in 1984, sec. 267(b)(3) defined as

rel ated taxpayers:

Two corporations nore than 50 percent in value of the

out standi ng stock of each of which is owned, directly or
indirectly, by or for the sanme individual, if either one of
such corporations, with respect to the taxable year of the
corporation preceding the date of the sale or exchange was,
under the |aw applicable to such taxable year, a personal
hol di ng conpany or a foreign personal hol di ng conpany.

11 The House report stated:

the bill extends the | oss disall owance and accrual
(continued. . .)
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in its expanded definition of related taxpayers, but

ded special rules for sales or exchanges between controlled
menbers. The Senate bill generally would have all owed the
transferring property to a nmenber of the sane controlled
to recognize the loss in the year that the | oss property

i sposed of outside the controlled group. !?

part:

(... continued)
provi sions of section 267 * * * to transactions between
certain controlled corporations. For purposes of these
| oss disall owmance and accrual provisions, corporations
wll be treated as rel ated persons under the controlled
corporation rules of section 1563(a), except that a 50-
percent control test will be substituted for the 80-
percent test. (These rules are not intended to
overrule the consolidated return regulation rules where
the controlled corporations file a consolidated
return.) [H Rept. 98-432 (Vol. 2), at 277 (1984); fn.
ref. omtted.]

12 Section 180 of the Senate bill provided in pertinent

(c) Deferral (Rather Than Denial) of Loss From Sale or
Exchange Between Menbers of a Controlled G oup.--Section 267
* * * |is anmended by adding at the end thereof the foll ow ng
new subsecti on:

“(g) Deferral of Losses From Sal es or Exchanges Between
Menbers of Controlled G oups.--In the case of any | oss from
a sal e or exchange of property between nenbers of the sane
controll ed group to which subsection (a)(1) applies
(determ ned without regard to this subsection)--

“(1) subsections (a)(1l) and (d) shall not apply to
such | oss, but

“(2) no deduction shall be allowed with respect to
such loss to the transferor of such property until the
first taxable year of such transferor in which the
transf eree--

(A) sells, exchanges or otherw se di sposes of
such property (or exchanged basis property with
respect to such property) to a person other than a

(continued. . .)
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The Senate report stated in pertinent part:

The bill extends the | oss disall owance and accrual

provi sions of section 267 * * * to transactions between
certain controlled corporations. For purposes of these |oss
di sal | onance and accrual provisions, corporations wll be
treated as rel ated persons under the controlled corporation
rules of section 1563(a), except that a 50-percent control
test will be substituted for the 80-percent test. These
rules are not intended to overrule the consolidated return
regul ation rules where the controlled corporations file a
consolidated return. 1n the case of controlled
corporations, losses will be deferred until the property is
di sposed of * * * by the affiliate to an unrelated third
party in a transaction which results in a recognition of
gain or loss to the transferee, or the parties are no |onger
related. In a transaction where no gain or loss is

recogni zed by the transferee, the loss is deferred until the
substitute basis property is disposed of. [S. Print 98-169
(Vol. 1), at 496 (1984); fn. ref. omtted; enphasis added.]

In support of its position, petitioner relies upon the
underscored Senate report |anguage supra. This report |anguage
was dropped, however, in the conference conmttee report, which
stated as foll ows:

The provision generally follows the Senate anendnent with
the foll owm ng nodifications:

* * * * * * *

(3) The operation of the |oss deferral rule is clarified
to provide that any | oss sustained shall be deferred until
the property is transferred outside the group, or until such
other tinme as is provided by regulations. These rules wll
apply to taxpayers who have elected not to apply the

2, .. continued)
menber of such controlled group (determ ned as of
the time of the disposition), and
(B) recognizes gain or |oss on such
di sposition”. [S. Print 98-169 (Vol. 2), at 520-
521 (1984).]
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deferral interconpany transactions rules, except to the

extent regul ations provide otherwise. [H Conf. Rept. 98-

861, at 1033 (1984), 1984-3 C.B. (Vol. 2) 1, 287.]

Petitioner argues that the indication in the conference
commttee report that it “generally” follows the Senate bil
reflects a legislative intent to adopt the sense of the Senate
report | anguage in question wthout expressly repeating it. W
are unpersuaded that this is so. It is clear that the conference
commttee report “generally” follows the Senate bill by including
special rules for transfers between controlled group nmenbers,
unli ke the House bill, which contained no such special rules. It
is also clear that the special rules actually adopted by the
conference committee (and enacted into law) differ significantly
fromthe Senate bill. Anmong these differences is the om ssion of
the Senate provision requiring that the deferred | oss be restored
to the transferor. It seens clear that Congress, having
considered the issue, ultimtely rejected any nandate that the
deferred | oss be recogni zed by the transferor when it | eaves the
controll ed group. |Instead, Congress specified that the deferral
| asts until the property is transferred outside the controlled
group, or until such other tine as regul ations may prescri be.

4. Rel evance of Purchasing Menmber’'s Tax Treat nent Under
Uni ted Ki ngdom Tax Law.

In the final analysis, petitioner's argunent that the

Tenporary Regulation is invalid rests on the United Kingdomnis
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refusal to allow Standard Chartered-U K to recognize the |oss
Petitioner contends that, in this specific fact situation,
because the United Kingdom denied the |oss for United Kingdomtax
pur poses to the nenber of the controlled group who bought the
property, the Tenporary Regul ation has the effect of denying and
not deferring the loss, contrary to section 267(f).

We di sagree. Under the Tenporary Regul ation, Standard
Chartered-U K. was entitled under U S tax law to have its basis
in the loan portfolio increased for U S. incone tax purposes.

The inability of Standard Chartered-U K. to avail itself of the
deferred | oss under United Kingdomtax lawis irrelevant. Had
petitioner transferred the |loan portfolio to a U S. affiliate, or
had its foreign affiliates been | ocated outside the United

Ki ngdom the results m ght have been different. W agree with
respondent that the validity of the Tenporary Regul ati on cannot
depend upon the treatnment of the deferred | oss under foreign tax

law. Cf. United States v. Goodyear Tire & Rubber Co., 493 U S

132, 143-145 (1989); Biddle v. Comm ssioner, 302 U S. 573, 578-

579 (1938).

5. Effect of the Final Requlation on the Validity of the
Tenporary Requl ati on.

Petitioner contends that the Loss Restoration Exception in
the Tenporary Regulation is "dianetrically, fundanentally and

preci sely opposed” to the treatnent of deferred | osses under the
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Fi nal Regul ation, and that both cannot be reasonabl e
interpretations of the statute. Petitioner contends that the
Final Regulation is evidence that the Tenporary Regul ation was in
error.

We are unpersuaded by petitioner's argunents. After
receiving public comments on the Tenporary Regul ation, the
Treasury Departnment adopted the changes incorporated in the Final
Regul ation, explaining that it was sinplifying the rules to
correspond nore closely to the consolidated return rules.®® It is
wel | established that “the agency admi nistering the statute has
flexibility to change a regulation in the light of admnistrative

experience.” Central Pa. Sav. Association & Subs. v.

13 The Notice of Proposed Rul enmaking for the proposed 1995
regul ati ons states:

The proposed regul ations retain the basic approach
of the current regulations but sinplify their operation
by nore generally incorporating the consolidated return
rul es.

The proposed regul ations elimnate the rule that
transforns S's [selling nenber's] loss into additional
basis in the transferred property when S ceases to be a
menber of the controlled group. Instead, the proposed
regul ations generally allow S's loss immedi ately before
it ceases to be a nenber. This conforns to the
consolidated return rules, and elimnates the need for
special rules. An anti-avoidance rule is adopted,
however, to prevent the purposes of section 267(f) from
bei ng circunvented, for exanple, by using the proposed
rule to accelerate S's loss. [Notice of Proposed
Rul emaki ng, Consoli dated G oups and Control |l ed G oups--
| nt erconpany Transactions and Rel ated Rules, reprinted
in 1994-1 C B. 724, 732.]
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Commi ssioner, 104 T.C. 384, 390 (1995). Moreover, a Treasury

regul ation “is not invalid sinply because the statutory | anguage

wi |l support a contrary interpretation.” United States v. Voge

Fertilizer Co., 455 U S. 16, 26 (1982). The question is “not

whet her the Treasury Regul ation represents the best
interpretation of the statute, but whether it represents a

reasonabl e one.” Atlantic Miut. Ins. Co. v. Commi ssioner, 523

U S 382, 389 (1988). As discussed above, the Tenporary
Regul ation is a reasonable interpretation of section 267(f).

1. The Tenporary Requl ation Does Not Violate the United
States-United Ki ngdom I ncone Tax Treaty

Petitioner argues that the Tenporary Regulation is
i nconsistent with Article 24, paragraph (5) of the U S -U K
treaty, which provides as foll ows:

Enterprises of a Contracting State, the capital of
which is wholly or partly owned or controlled, directly or
indirectly, by one or nore residents of the other
Contracting State, shall not be subjected in the first-
mentioned Contracting State to any taxation or any
requi renent connected therewith which is other or nore
burdensone than the taxation and connected requirenents to
whi ch other simlar enterprises of the first-nmentioned State
are or may be subj ect ed.

Nei t her section 267(f) nor the Tenporary Regul ation
di scrim nates between United Kingdomtaxpayers and U. S.
t axpayers, or between U S. taxpayers owned by United Kingdom

interests and U. S. taxpayers not owned by United Ki ngdom
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interests. For U S. incone tax purposes, petitioner was treated
no differently than any other U S. taxpayer.

Petitioner argues that the Tenporary Regul ation
di scrim nates against U S. subsidiaries owed by foreign
pur chasi ng nmenbers w thout effectively connected incone, because
“l osses sustained by such subsidiaries are uniforny denied”
under the Tenporary Regul ation, in the absence of conpetent
authority intervention. Petitioner argues that this “requirenent
of conpetent authority intervention, entirely avoided by a U S.
corporation with a U S. parent,” is nore burdensone than
requi renents inposed on U S. -owned corporations, in contravention
of Article 24 of the U S -U K treaty.

Petitioner’s argunment is wthout nerit. The operation of
neit her section 267(f) nor the Tenporary Regulation is
condi tioned on the country of incorporation of the taxpayer’s
parent, but rather on the taxpayer’s selling property at a |oss
to menbers of the sanme controlled group, wthout reference to
where those related parties may be incorporated. A U S
corporation with a U S. parent would face the sanme burdens and
requi renents as petitioner, all other things being equal, if it
sold property at a loss to a United Ki ngdom corporation that was
a nenber of the sane controlled group. Conversely, a U S
corporation with a United Kingdom parent m ght sell property to a

US affiliate without inplicating the conpetent authority
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process. W agree with respondent that petitioner’s problem to
the extent it has one, does not arise under U S. inconme tax |aw
but under United Kingdomtax |aw, which has not given effect to
the increase in Standard Chartered-U K. 's basis as provided under
the Tenporary Regulation. The failure of the conpetent authority
process to resolve this inconsistent treatnment under U S. and
UK tax laws is unfortunate, but it does not reflect upon the
validity of either section 267(f) or the Tenporary Regul ati on.

[11. Respondent’s Authority To Limt the Retroactive Effect
of the Final Requl ation

During the admnistrative proceedings of this case,
petitioner requested elective retroactive application of the
Final Regulation. 1In a January 16, 1997, Technical Advice
Menmor andum respondent denied petitioner’s request. Petitioner
argues that respondent’s denial was not authorized by section
7805(b) .

Section 7805(b) provides:

(b) Retroactivity of Requlations or Rulings.--
The Secretary nmay prescribe the extent, if any, to
whi ch any ruling or regulation, relating to the

internal revenue |aws, shall be applied w thout
retroactive effect.[!]

14 Sec. 7805(b) was anmended in 1996, effective for
regul ations that relate to statutory provisions enacted on or
after July 30, 1996. See Taxpayer Bill of R ghts 2, Pub. L.
104- 168, sec. 1101(b), 110 Stat. 1452, 1469 (1996). Accordingly,
t he anmendnents are inapplicable to the instant case.
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Section 7805(b) “sets out a blanket rule which specifically
permts the Comm ssioner to prescribe prospective effect to
regul ati ons whi ch woul d ot herwi se have retroactive application.”

Wendl and v. Conmi ssioner, 79 T.C 355, 381-382 (1982), affd. 739

F.2d 580 (11th Cr. 1984), also affd. sub nom Redhouse v.

Conmm ssioner, 728 F.2d 1249 (9th Cr. 1984). Under section

7805(b), there is a presunption that every regulation wl|l
operate retroactively, unless the Secretary specifies otherw se.

See Manocchio v. Comm ssioner, 710 F.2d 1400, 1403 (9th Gr.

1983), affg. 78 T.C. 989 (1982); Butka v. Conmm ssioner, 91 T.C

110, 129 (1988), affd. 886 F.2d 442 (D.C. Gr. 1989). 1In the
i nstant case, the Secretary did specify otherwi se and, in doing
so, clearly acted within his authority. See Butka v.

Conm ssi oner, supra at 129 (“Section 7805(b) certainly gives [the

Secretary] authority to provide, if he so chooses, that the new
regulation will operate only prospectively”).

Petitioner argues that respondent’s exercise of his
authority to issue prospective regul ations, being discretionary,
is reviewable for abuse of discretion. Petitioner states on
brief:

Petitioner submts that when retroactive application of a

regul ati on woul d not have inequitable results, Respondent

does not have the authority to limt retroactivity.

Congress only gave Respondent the discretion to prevent

retroactivity to the extent required in order to avoid undue
hardship or discrimnation.
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Nei t her the express | anguage of section 7805(b) nor its
| egi slative history, however, contains any suggestion of such
conditions on the Secretary’s authority to i ssue prospective
regul ations. To the contrary, the pertinent |egislative history
i ndi cates that section 7805(b) was intended to prevent problens
that m ght otherwi se arise fromretroactive application of
regul ations, rather than to restrict the Secretary’ s ability to
promul gate prospective regul ati ons.
The predecessor to section 7805(b) was enacted in the
Revenue Act of 1921, ch. 136, section 1314, 42 Stat. 227. The
| egislative history states that the purpose of the 1921 provision
was to—-
permt the Treasury Departnment to apply w thout retroactive
effect a new regul ation or Treasury decision reversing a
prior regulation of Treasury decision * * *  This wuld
facilitate the adm nistration of the internal revenue |aws
in that it would nmake it unnecessary to reopen thousands of

settled cases. [H Rept. 350, 67th Cong., 1st Sess. (1921),
1939-1 C.B. (Part 2) 168, 180; enphasis added.]

In 1934, the 1921 provision was reenacted with various
substantive anmendnents that are not central to the present
di scussion. The pertinent |egislative history to the 1934
| egi sl ation states:

The amendnent extends the right granted by existing law to
the Treasury Departnent to give regul ations and Treasury
deci si ons anendi ng prior regulations or Treasury deci sions
prospective effect only, by allowing the Secretary * * * to
prescri be the exact extent to which any regul ation or
Treasury decision, whether or not it anmends a prior

regul ation or Treasury decisions, will be applied w thout
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retroactive effect. * * * Regul ations, Treasury deci sions,
and rulings which are nmerely interpretive of the statute,
will normally have a universal application, but in sone
cases the application of requlations, Treasury decisions,
and rulings to past transactions which have been cl osed by
taxpayers in reliance upon existing practice, will work such
inequitable results that it is believed desirable to | odge
in the Treasury Departnent the power to avoid these results
by applying certain regul ations, Treasury decisions, and
rulings with prospective effect only. [H Rept. 704, 73d
Cong. 2d Sess. (1934), 1939-1 C.B. (Part 2) 554, 583;
enphasi s added. ]

This is not a case where petitioner alleges detrinental
reliance upon an existing practice that woul d be undone by
retroactive application of new regul ati ons. Mbreover,
petitioner's suggestion that section 7805(b) requires respondent
to apply regulations retroactively if they would be beneficial to
t he taxpayer raises significant admnistrability problens of the
sort which section 7805(b) was intended to prevent.

Petitioner has cited, and we have di scovered, no case
constraining the Secretary’ s authority to issue prospective
regulations. In support of its position, petitioner cites

various cases, including Autonpbile Cub of Mch. v.

Conmm ssi oner, 353 U.S. 180, 184 (1957), for the proposition that,

in enacting the predecessor to section 7805(b), Congress gave
respondent the authority "to limt retroactive application to the

extent necessary to avoid inequitable results". The Autonobile

Cub of Mch. case, however, like all the other cases cited by

petitioner, deals with respondent's obligation to limt
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retroactivity to avoid inequitable results when taxpayers have
entered into transactions in reliance on past regulations. That
concern is sinply not rel evant when the taxpayer is requesting
retroactive application of a new regul ation.

Remai ni ng contentions not addressed herein we deem
irrelevant, without nerit, or unnecessary to reach.

To reflect the foregoing and concessions by the parties,

Deci sion will be entered

under Rul e 155.




